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Chapter 1

Introduction: Trading in Myths

In winter 2016, near the peak of Bernie Sanders’ bid for the
Democratic presidential nomination, a new line became popular among
the nation’s policy elite: Bernie Sanders is the enemy of the world’s poor.
Their argument was that Sanders, by pushing trade policies to help U.S.
workers, specifically manufacturing workers, risked undermining the
well-being of the world’s poor because exporting manufactured goods to
the United States and other wealthy countries is their path out of poverty.
The role model was China, which by exporting has largely eliminated
extreme poverty and drastically reduced poverty among its population.
Sanders and his supporters would block the rest of the developing world
from following the same course.

This line, in its Sanders-bashing permutation, appeared early on in
Vox, the millennial-oriented media upstart, and was quickly picked up
elsewhere (Beauchamp 2016)." After all, it was pretty irresistible. The ally
of the downtrodden and enemy of the rich was pushing policies that would

condemn much of the world to poverty.

1 See also Weissman (2016), Tacono (2016), Worstall (2016), Lane (2016), and
Zakaria (2016).
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The story made a nice contribution to preserving the status quo,
but it was less valuable if you respect honesty in public debate.

The problem in the logic of this argument should be apparent to
anyone who has taken an introductory economics course. It assumes that
the basic problem of manufacturing workers in the developing world is the
need for someone who will buy their stuff. If people in the United States
don’t buy it, then the workers will be out on the street and growth in the
developing world will grind to a halt.

In this story, the problem is that we don’t have enough people in
the world to buy stuff. In other words, there is a shortage of demand. But
is it really true that no one else in the world would buy the stuff produced
by manufacturing workers in the developing world if they couldn’t sell it
to consumers in the United States? Suppose people in the developing
world bought the stuff they produced raising their living standards by
raising their own consumption.

That is how the economics is supposed to work. In the standard
theory, general shortages of demand are not a problem.2 Economists have
traditionally assumed that economies tended toward full employment. The
basic economic constraint was a lack of supply. The problem was that we
couldn’t produce enough goods and services, not that we were producing
too much and couldn’t find anyone to buy them. In fact, this is why all the
standard models used to analyze trade agreements like the Trans-Pacific
Partnership assume trade doesn’t affect total employment. * Economies
adjust so that shortages of demand are not a problem.

In this standard story (and the Sanders critics are people who care
about textbook economics), capital flows from slow-growing rich

countries, where it is relatively plentiful and so gets a low rate of return,

2 As explained in the next chapter, this view is not exactly correct, but it’s what
you’re supposed to believe if you adhere to the mainstream economic view.

3 There can be modest changes in employment through a supply-side effect. If the
trade deal increases the efficiency of the economy, then the marginal product of
labor should rise, leading to a higher real wage, which in turn should induce some
people to choose work over leisure. So the trade deal results in more people

choosing to work, not an increased demand for labor.
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to fast-growing poor countries, where it is scarce and gets a high rate of

return (Figure 1-1).

FIGURE 1-1
Theoretical and actual capital flows
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Source and notes: See text.

So the United States, Japan, and the European Union should be
running large trade surpluses, which is what an outflow of capital means.
Rich countries like ours should be lending money to developing countries,
providing them with the means to build up their capital stock and
infrastructure while they use their own resources to meet their people’s
basic needs.

This wasn’t just theory. That story accurately described much of
the developing world, especially Asia, through the 1990s. Countries like
Indonesia and Malaysia were experiencing rapid annual growth of 7.8
percent and 9.6 percent, respectively, even as they ran large trade deficits,
just over 2 percent of GDP each year in Indonesia and almost 5 percent in

Malaysia.
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These trade deficits probably were excessive, and a crisis of
confidence hit East Asia and much of the developing world in the summer
of 1997. The inflow of capital from rich countries slowed or reversed,
making it impossible for the developing countries to sustain the fixed
exchange rates most had at the time. One after another, they were forced
to abandon their fixed exchange rates and turn to the International
Monetary Fund (IMF) for help.

Rather than promulgating policies that would allow developing
countries to continue the textbook development path of growth driven by
importing capital and running trade deficits, the IMF made debt
repayment a top priority. The bailout, under the direction of the Clinton
administration Treasury Department, required developing countries to
switch to large trade surpluses (Radelet and Sachs 2000, O’Neil 1999).

The countries of East Asia would be far richer today had they been
allowed to continue on the growth path of the early and mid-1990s, when
they had large trade deficits (Figure 1-2). Four of the five would be more
than twice as rich, and the fifth, Vietnam, would be almost 50 percent
richer. South Korea and Malaysia would have higher per capita incomes
today than the United States.

In the wake of the East Asia bailout, countries throughout the
developing world decided they had to build up reserves of foreign
exchange, primarily dollars, in order to avoid ever facing the same harsh
bailout terms as the countries of East Asia. Building up reserves meant
running large trade surpluses, and it is no coincidence that the U.S. trade
deficit has exploded, rising from just over 1 percent of GDP in 1996 to
almost 6 percent in 2005. The rise has coincided with the loss of more
than 3 million manufacturing jobs, roughly 20 percent of employment in
the sector.

There was no reason the textbook growth pattern of the 1990s
could not have continued. It wasn’t the laws of economics that forced
developing countries to take a different path, it was the failed bailout and
the international financial system. It would seem that the enemy of the
world’s poor is not Bernie Sanders but rather the engineers of our current

globalization policies.
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FIGURE 1-2
Per capita income of East Asian countries, actual vs. continuing
on 1990s growth path
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Source and notes: IMF (2016) and author's calculations.

There is a further point in this story that is generally missed: it is
not only the volume of trade flows that is determined by policy, but also
the content. A major push in recent trade deals has been to require
stronger and longer patent and copyright protection. Paying the fees
imposed by these terms, especially for prescription drugs, is a huge burden
on the developing world. Bill Clinton would have much less need to fly
around the world for the Clinton Foundation had he not inserted the
TRIPS (Trade Related Aspects of Intellectual Property Rights) provisions
in the World Trade Organization (WTO) that require developing
countries to adopt U.S.-style patent protections. Generic drugs are almost
always cheap — patent protection makes drugs expensive. The cancer and
hepatitis drugs that sell for tens or hundreds of thousands of dollars a year
would sell for a few hundred dollars in a free market. Cheap drugs would
be more widely available had the developed world not forced TRIPS on
the developing world.

Of course, we have to pay for the research to develop new drugs

or any innovation. We also have to compensate creative workers who
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produce music, movies, and books. But there are efficient alternatives to
patents and copyrights, and the efforts by the elites in the United States
and other wealthy countries to impose these relics on the developing
world is just a mechanism for redistributing income from the world’s poor
to Pfizer, Microsoft, and Disney. Stronger and longer patent and copyright
protection is not a necessary feature of a 21" century economy.

In textbook trade theory, if a country has a larger trade surplus on
payments for royalties and patent licensing fees, it will have a larger trade
deficit in manufactured goods and other areas. The reason is that, in
theory, the trade balance is fixed by national savings and investment, not
by the ability of a country to export in a particular area. If the trade deficit
is effectively fixed by these macroeconomic factors, then more exports in
one area mean fewer exports in other areas. Put another way, income
gains for Pfizer and Disney translate into lost jobs for workers in the steel
and auto industries.

The conventional story is that we lose manufacturing jobs to
developing countries because they have hundreds of millions of people
willing to do factory work at a fraction of the pay of manufacturing
workers in the United States. This is true, but developing countries also
have tens of millions of smart and ambitious people willing to work as
doctors and lawyers in the United States at a fraction of the pay of the ones
we have now.

Gains from trade work the same with doctors and lawyers as they
do with textiles and steel. Our consumers would save hundreds of billions
a year if we could hire professionals from developing countries and pay
them salaries that are substantially less than what we pay our professionals
now. The reason we import manufactured goods and not doctors is that
we have designed the rules of trade that way. We deliberately write trade
pacts to make it as easy as possible for U.S. companies to set up
manufacturing operations abroad and ship the products back to the United
States, but we have done little or nothing to remove the obstacles that

professionals from other countries face in trying to work in the United



Rigged 7

States. The reason is simple: doctors and lawyers have more political
power than autoworkers. *

In short, there is no truth to the story that the job loss and wage
stagnation faced by manufacturing workers in the United States and other
wealthy countries was a necessary price for reducing poverty in the
developing world.’ This is a fiction that is used to justify the upward
redistribution of income in rich countries. After all, it is pretty selfish for
autoworkers and textile workers in rich countries to begrudge hungry
people in Africa and Asia and the means to secure food, clothing, and
shelter.

The other aspect of this story that deserves mention is the nature
of the jobs to which our supposedly selfish workers feel entitled. The
manufacturing jobs that are being lost to the developing world pay in the
range of §15 to $30 an hour, with the vast majority closer to the bottom
figure than the top. The average hourly wage for production and
nonsupervisory workers in manufacturing in 2015 was just under $20 an
hour, or about $§40,000 a year. While a person earning $40,000 is doing
much better than a subsistence farmer in Sub-Saharan Africa, it is difficult
to see this worker as especially privileged.

By contrast, many of the people remarking on the narrow-
mindedness and sense of entitlement of manufacturing workers earn
comfortable six-figure salaries. Senior writers and editors at network news
shows or at The New York Times and The Washington Post feel entitled to their
pay because they feel they have the education and skills to be successful in

a rapidly changing global economy.

4 For those worried about brain drain from developing countries, there is an ecasy fix.
Economists like to talk about taxing the winners, in this case developing country
professionals and rich country consumers, to compensate the losers, which would be
the home countries of the migrating professionals. We could tax a portion of the
professionals’ pay to allow their home countries to train two or three professionals
for every one that came to the United States. This is a classic win-win from trade.

5  The loss of manufacturing jobs also reduced the wages of less-educated workers
(those without college degrees) more generally. The displaced manufacturing
workers crowded into retail and other service sectors, putting downward pressure

on wages there.
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These are the sort of people who consider it a sacrifice to work at
a high-level government job for $150,000 to $200,000 a year. For
example, Timothy Geithner, President Obama’s first Treasury Secretary,
often boasts about his choice to work for various government agencies
rather than earn big bucks in the private sector. His sacrifice included a
stint as president of the Federal Reserve Bank of New York that paid
$415,000 a year.6 This level of pay put Geithner well into the top 1
percent of wage earners.

Geithner’s comments about his sacrifices in public service did not
elicit any outcry from the media at the time because his perspective was
widely shared. The implicit assumption is that the sort of person who is
working at a high level government job could easily be earning a paycheck
that is many times higher if they were employed elsewhere. In fact, this is
often true. When he left his job as Treasury Secretary, Geithner took a
position with a private equity company where his salary is likely several
million dollars a year.

Not everyone who was complaining about entitled manufacturing
workers was earning as much as Timothy Geithner, but it is a safe bet that
the average critic was earning far more than the average manufacturing
worker — and certainly far more than the average displaced

manufacturing worker.

Turning the debate right-side up: Markets are structured

The perverse nature of the debate over a trade policy that would
have the audacity to benefit workers in rich countries is a great example of
how we accept as givens not just markets themselves but also the policies
that structure markets. If we accept it as a fact of nature that poor
countries cannot borrow from rich countries to finance their

development, and that they can only export manufactured goods, then

6  Asa technical matter, the Federal Reserve Bank of New York is a private bank. It is
owned by the banks that are members of the Federal Reserve System in the New
York District.
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their growth will depend on displacing manufacturing workers in the
United States and other rich countries.

It is absurd to narrow the policy choices in this way, yet the
centrists and conservatives who support the upward redistribution of the
last four decades have been extremely successful in doing just that, and
progressives have largely let them set the terms of the debate.

Markets are never just given. Neither God nor nature hands us a
worked-out set of rules determining the way property relations are
defined, contracts are enforced, or macroeconomic policy is
implemented. These matters are determined by policy choices. The elites
have written these rules to redistribute income upward. Needless to say,
they are not eager to have the rules rewritten — which means they also
have no interest in even having them discussed.

But for progressive change to succeed, these rules must be
addressed. While modest tweaks to tax and transfer policies can
ameliorate the harm done by a regressive market structure, their effect
will be limited. The complaint of conservatives — that tampering with
market outcomes leads to inefficiencies and unintended outcomes — is
largely correct, even if they may exaggerate the size of the distortions
from policy interventions. Rather than tinker with badly designed rules, it
is far more important to rewrite the rules so that markets lead to
progressive and productive outcomes in which the benefits of economic
growth and improving technology are broadly shared.

This book examines five broad areas where the rules now in place
tend to redistribute income upward and where alternative rules can lead

to more equitable outcomes and a more efficient market:

1) Macroeconomic policies determining levels of employment and

output.
2) Financial regulation and the structure of financial markets.

3) Patent and copyright monopolies and alternative mechanisms for

financing innovation and creative work.
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4) Pay of chief executive officers (CEOs) and corporate governance

structures.

5) Protections for highly paid professionals, such as doctors and

lawyers.

In each of these areas, it is possible to identify policy choices that
have engineered the upward redistribution of the last four decades.

In the case of macroeconomic policy, the United States and other
wealthy countries have explicitly adopted policies that focus on
maintaining low rates of inflation. Central banks are quick to raise interest
rates at the first sign of rising inflation and sometimes even before. Higher
interest rates slow inflation by reducing demand, thereby reducing job
growth, and reduced job growth weakens workers’ bargaining power and
puts downward pressure on wages. In other words, the commitment to an
anti-inflation policy is a commitment by the government, acting through
central banks, to keep wages down. It should not be surprising that this
policy has the effect of redistributing income upward.

The changing structure of financial regulation and financial
markets has also been an important factor in redistributing income
upward. This is a case where an industry has undergone very rapid change
as a result of technological innovation. Information technology has hugely
reduced the cost of financial transactions and allowed for the development
of an array of derivative instruments that would have been unimaginable
four decades ago. Rather than modernizing regulation to ensure that these
technologies allow the financial sector to better serve the productive
economy, the United States and other countries have largely structured
regulations to allow a tiny group of bankers and hedge fund and private
equity fund managers to become incredibly rich.

This changed structure of regulation over the last four decades
was not “deregulation,” as is often claimed. Almost no proponent of
deregulation argued against the bailouts that saved Wall Street in the
financial crisis or against the elimination of government deposit insurance
that is an essential part of a stable banking system. Rather, they advocated

a system in which the rules restricting their ability to profit were
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eliminated, while the insurance provided by the Federal Reserve Board,
the Federal Deposit Insurance Corporation, and other arms of the
government were left in place. The position of “deregulators” effectively
amounted to arguing that they should not have to pay for the insurance
they were receiving.

The third area in which the rules have been written to ensure an
upward redistribution is patent and copyright protection. Over the last
four decades these protections have been made stronger and longer. In the
case of both patent and copyright, the duration of the monopoly period has
been extended. In addition, these monopolies have been applied to new
areas. Patents can now be applied to life forms, business methods, and
software. Copyrights have been extended to cover digitally produced
material as well as the Internet. Penalties for infringement have been
increased and the United States has vigorously pursued their application in
other countries through trade agreements and diplomatic pressure.

Government-granted monopolies are not facts of nature, and
there are alternative mechanisms for financing innovation and creative
work. Direct government funding, as opposed to government granted
monopolies, is one obvious alternative. For example, the government
spends more than $30 billion a year on biomedical research through the
National Institutes of Health — money that all parties agree is very well
spent. There are also other possible mechanisms. It is likely that these
alternatives are more efficient than the current patent and copyright
system, in large part because they would be more market-oriented. And,
they would likely lead to less upward redistribution than the current
system.

The CEOs who are paid tens of millions a year would like the
public to think that the market is simply compensating them for their
extraordinary skills. A more realistic story is that a broken corporate
governance process gives corporate boards of directors — the people who
largely determine CEO pay — little incentive to hold down pay.
Directors are more closely tied to top management than to the
shareholders they are supposed to represent, and their positions are

lucrative, usually paying six figures for very part-time work. Directors are
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almost never voted out by shareholders for their lack of attention to the
job or for incompetence.

The market discipline that holds down the pay of ordinary
workers does not apply to CEOs, since their friends determine their pay.
And a director has little incentive to pick a fight with fellow directors or
top management by asking a simple question like, “Can we get a CEO just
as good for half the pay?” This privilege matters not just for CEOs; it has
the spillover effect of raising the pay of other top managers in the
corporate sector and putting upward pressure on the salaries of top
management in universities, hospitals, private charities, and other
nonprofits.

Reformed corporate governance structures could empower
shareholders to contain the pay of their top-level employees. Suppose
directors could count on boosts in their own pay if they cut the pay of top
management without hurting profitability. With this sort of policy change,
CEOs and top management might start to experience some of the
downward wage pressure that existing policies have made routine for
typical workers.

This is very much not a story of the natural workings of the
market. Corporations are a legal entity created by the government, which
also sets the rules of corporate governance. Current law includes a lengthy
set of restrictions on corporate governance practices. It is easy to envision
rules that would make it less likely for CEOs to earn such outlandish
paychecks by making it easier for shareholders to curb excessive pay.

Finally, government policies strongly promote the upward
redistribution of income for highly paid professionals by protecting them
from competition. To protect physicians and specialists, we restrict the
ability of nurse practitioners or physician assistants to perform tasks for
which they are entirely competent. We require lawyers for work that
paralegals are capable of completing. While trade agreements go far to
remove any obstacle that might protect an autoworker in the United States
from competition with a low-paid factory worker in Mexico or China,
they do little or nothing to reduce the barriers that protect doctors,
dentists, and lawyers from the same sort of competition. To practice

medicine in the United States, it is still necessary to complete a residency
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program here, as though there were no other way for a person to become
a competent doctor.

We also have done little to foster medical travel. This could lead
to enormous benefits to patients and the economy, since many high-cost
medical procedures can be performed at a fifth or even one-tenth the U.S.
price in top quality medical facilities elsewhere in the world. In this
context, it is not surprising that the median pay of physicians is over
$250,000 a year and some areas of specialization earn close to twice this
amount. In the case of physicians alone if pay were reduced to Western
European-levels, the savings would be close to $100 billion a year (@ 0.6
percent of GDP).

Changing the rules in these five areas could reduce much and
possibly all of the upward redistribution of the last four decades. But
changing the rules does not mean using government intervention to curb
the market. It means restructuring the market to produce different

outcomes. The purpose of this book is to show how.
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